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SYNOPSIS:SYNOPSIS:

TAXPAYER ("TAXPAYER" or "Taxpayer") is a Maryland corporation which files a unitary

return with its wholly-owned subsidiary, SUBSIDIARY  Certain interest from federally tax-

exempt bonds was characterized by the taxpayer as nonbusiness income, and allocated

outside of Illinois.  Taxpayer maintains that the investments giving rise to the interest were

not an integral part of their trade or business, not used as working capital and TAXPAYER

employees did not manage the investments.

On January 22, 1993, the Department of Revenue issued a Notice of Deficiency for the

tax year ended November 30, 1989 in the amount of $15,478 including Section 1001 and 1005

penalties.

This matter comes to hearing pursuant to the taxpayer's timely protest dated

February 1, 1993.  The issues to be decided are whether the Department properly reclassified

the interest from taxpayer's tax-exempt securities as business income, and whether the

Section 1005 penalty was properly imposed.  Taxpayer did not specifically protest the

imposition of the late filing penalty under Section 1001, nor has the taxpayer presented any

evidence to show that the return was timely filed.



Taxpayer waived its right to a hearing and requested that a decision be made on the

basis of the documents presented.  On consideration of these matters, it is recommended that

these issues be resolved in favor of the Department.

FINDINGS OF FACT:FINDINGS OF FACT:

1. TAXPAYER is a Maryland corporation doing business in Illinois. (IL-1120 for the

tax year ended Nov. 30, 1989).

2.Taxpayer is in the trade or business of manufacturing and distributing cosmetics,

toiletries and household products.  (Taxpayer's Protest).

3. Taxpayer's commercial domicile is outside Illinois. (Taxpayer's Protest).

4. TAXPAYER filed an Illinois combined income tax return with its wholly-owned

subsidiary, SUBSIDIARY (IL- 1120 for the tax year ended Nov. 30, 1989).

5. During 1989 taxpayer had tax-exempt investments which ranged from a high of

$107,967,130 to a low of $15,545,034. (Taxpayer's letter dated Oct. 7, 1993, Ex. 1).

6. On its 1989 Illinois income tax return, taxpayer claimed the interest earned on

its tax-exempt investments, in the amount of $3,533,748, was nonbusiness income. (IL-1040 for

the tax year ended November 30, 1989; Notice of Deficiency).

7. The interest at issue was earned through investments in six accounts of

TAXPAYER:  ACCOUNT #1; ACCOUNT #2; ACCOUNT #3; ACCOUNT #4; ACCOUNT #5; and ACCOUNT #6.

(Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

8.ACCOUNT #1, had a zero balance until July 31, 1989.  Monthly ending balances for the

four-month period of July 31 to November 30, 1989 ranged from $2,551,632 to $14,136,288.

(Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

9. ACCOUNT #2, had balances at month end ranging from $43,262,980 to $19,995,313,

from January 31 to June 30, 1989.  On July 31, 1989, $9,976,296 was transferred to CORPORATION

(see Finding #14). (Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

10. ACCOUNT #3, had monthly balances ranging from $43,820 to $11,626,915.

(Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).



11. ACCOUNT #4, remained fairly constant at between $76,720 and $80,593.  The

increase in the account was due to the accumulation of interest of approximately $400 per

month. (Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

12. ACCOUNT #5, had monthly balances ranging from $64,547,310 to $45,621,076  from

January 31 to June 30, 1989.  On July 31, 1989, $40,252,429 was transferred to CORPORATION (see

Finding #14). (Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

13.ACCOUNT #6, had a monthly ending balance of $981,563 for each month from January

31 to June 30, 1989. (Taxpayer's letter dated Oct. 7, 1993, Ex. 1 and 1a).

14. On June 19, 1989, taxpayer formed CORPORATION ("CORPORATION"), a Delaware

corporation, as its wholly-owned subsidiary to manage its investments.  The initial

capitalization of CORPORATION was $75 million: $64 million was transferred to CORPORATION in

July, 1989 with an additional $10,636,000 being transferred to CORPORATION in September, 1989

when certain short-term securities matured.  (Taxpayer's letter dated Oct. 7, 1993).

15. CORPORATION was not a member of the TAXPAYER unitary group, and the State did

not propose to tax CORPORATION's income. (Notice of Deficiency; IL-1120).

CONCLUSIONS OF LAW:CONCLUSIONS OF LAW:

ISSUE #1ISSUE #1

Business income of a non-resident taxpayer is apportioned to the State of Illinois by

means of a three-factor formula.  35 ILCSILCS 5/304(a).  Under Illinois law, non-business interest

income is allocable to Illinois if it is the State of commercial domicile.  35 ILCSILCS 5/301(c)(2)(B).

Taxpayer argues that the interest from its tax-exempt securities is non-business

income and should be allocated to its commercial domicile, and therefore is not subject to

tax in Illinois.

Section 1501(a)(13) defines nonbusiness income as "all income other than business

income." 35 ILCSILCS 5/1501(a)(13).  Business income is defined at 35 ILCSILCS 5/1501(a)(1) as:

income arising from transactions and activity in the regular course
of the taxpayer's trade or business, net of the deductions
allocable thereto, and includes income from tangible and
intangible property if the acquisition, management, and disposition
of the property constitute integral parts of the taxpayer's
regular trade or business operations.



Furthermore, the Department's regulations provide:

A person's income is business income unless clearly classifiable as
nonbusiness income...Income of any type or class and from any source
is business income if it arises from transactions and activity
occurring in the regular course of trade or business operations.
Accordingly, the critical element in determining whether income is
"business income" or "nonbusiness income" is the identification of the
transactions and activity which are the elements of a particular
trade or business.  In general, all transactions and activity which
are dependent upon or contribute to the operations of the economic
enterprise as a whole will be transactions and activity arising in
the regular course of a trade or business.

86 Admin. Code ch. I, Sec. 100.3010(a).1

Regarding interest income, the regulations specifically state:

Interest income is business income where the intangible with respect
to which the interest was received, is held or was created in the
regular course of the person's trade or business operations or
where the purpose for acquiring or holding the intangible is
related or attendant to such trade or business operations.

86 Admin. Code ch. I, Sec. 100.3010(d)(4).

Example E provided in the above regulation directly addresses the fact situation at
hand:

A corporation is engaged in a multistate manufacturing and selling
business.  The corporation usually has working capital and extra
cash totalling $200,000 which it regularly invests in short-term
interest bearing securities.  The interest income is business income.

86 Admin. Code ch. I, Sec. 100.3010(d)(4)(E).

In addition, case law has established two tests to determine whether income is business

income:  the transactional test and the functional test.  Dover Corp. v. Dept. of Revenue, 271

Ill. App. 3d 700, 648 N.E.2d 1089 (1st Dist. 1995);  National Realty & Investment Co. v. Dept. of

Revenue, 144 Ill. App. 3d 541, 494 N.E.2d 924 (2nd Dist. 1986).  If either test is met the income is

business income.

The transactional test derives from the first clause of Section 1501(a)(1).  Income is

classified as business income if it is derived from a type of business transaction in which the

taxpayer regularly engages.  The functional test is derived from the second clause of

Section 1501(a)(1).  Under the functional test, the relevant inquiry is whether the property

was used in the taxpayer's regular trade or business operations.

                                                       

1 Formerly Section 100.3050(a).



Taxpayer bears the burden of demonstrating that a given item of income is not business

income.  Taxpayer has presented no evidence that these investments did not arise in the

regular conduct of its trade or business.  Since taxpayer has produced no evidence as to how

the securities from which the interest income arose were acquired, it is not unreasonable to

presume that the securities were acquired with funds produced from taxpayer's regular

business activities.  So long as the securities result from the regular trade or business of

the company, then, the interest income derived from those securities is business income under

the transactional test.

Furthermore, while taxpayer asserts that these investments should be treated as

nonbusiness income since they were "excess funds," taxpayer has presented no evidence as to

how the monies were used or that there were any significant restrictions placed on their use.

To the contrary, what is part of this record is taxpayer's acknowledgment that "TAXPAYER

maintained in its investment accounts sufficient funds to finance the needs of the business."

(Taxpayer's letter of October 7, 1993).  It is reasonable to assume that this statement

evidences the fact that all of the monies in the accounts were used for business purposes.  If

these monies were used in taxpayer's regular trade or business operations, then the

functional test for business income has been met as well.

In Champion International Corp. v. Bureau of Revenue, 540 P.2d 1300 (N.M. App. 1975), the

taxpayer also claimed that interest on certain investments was nonbusiness income since

Champion was not in the business of making investments.  The Court disagreed with the

taxpayer and held that since this was a normal and customary practice of Champion to

invest its excess capital, the interest income earned on excess capital was business income.

Similarly, the general ledger detail provided by TAXPAYER shows extensive activity in

Accounts 1161, 1164, 1165, and 1170.  Money was transferred in and out of these accounts on a

frequent basis.  Looking at the investment activity in the tax-exempt accounts, the total

amount invested dropped from $108 million at January 31 to $78 million at June 30.  Taxpayer,

therefore, withdrew $30 million of these funds for its use during  this five-month period.

Although taxpayer avers that this money is not used as working capital, the evidence

of record is to the contrary.  Not only does the taxpayer admit using the funds for business

purposes, but there is no evidence that restrictions were placed on the use of the funds.  Since



no restrictions were placed on the use of the funds, taxpayer could use these monies to

develop new products, purchase plant assets, pay dividends or any other use in keeping with

its trade or business.  The fact that taxpayer was able to access these funds for use in

activities related to its trade or business only supports further the Department's position

that the income earned from these investments must be classified as business income.

Taxpayer has also offered as evidence that $75 million was withdrawn to fund a new

subsidiary, CORPORATION, whose only function was to manage the investment of the funds.  For

the last four months of the tax year ended November 30, 1989, CORPORATION managed $75

million of the investments ($15 to $25 million remained in TAXPAYER) and no withdrawals were

made by TAXPAYER.

The interest income at issue in this case, however, was earned by TAXPAYER on its own

investments, not by CORPORATION's investments.  CORPORATION was not determined to be unitary

with TAXPAYER during this period and was not subject to Illinois tax.  CORPORATION's

activities, therefore, are not relevant.  All of the funds which generated the interest at

issue were TAXPAYER's alone and were available to TAXPAYER's unrestricted use.

Since these investments arose from the normal course of taxpayer's business, and

taxpayer was able to put these monies to use for whatever business purpose it deemed

appropriate, the interest earned thereon must be considered to be business income.

In conclusion, taxpayer has failed to introduce sufficient evidence to rebut the prima

facie correctness of the Department's proposed assessment.

ISSUE #2ISSUE #2

Taxpayer generally protested the imposition of the tax, interest and penalties

relating to the disallowance of the treatment of the interest earned on its tax-exempt

securities as nonbusiness income.  It is unclear whether taxpayer's protest is sufficient to

request abatement of the Section 1005 penalty.  However, since there is some evidence in the

record which goes to whether taxpayer's actions were reasonable, I will consider the

Section 1005 issue.



TAXPAYER maintains that its return position was taken due to their belief that the

facts in Regulations Sections 100.3010(d)(2)(D) and (5)(F)2 were similar to their facts.  On the

contrary, the example at (2)(D) involves rental property unrelated to the trade or business

of the taxpayer, and the example at (5)(F) involves stock and interest-bearing securities

which are unrelated to the corporation's trade or business operations.  TAXPAYER has

admitted that it maintains sufficient funds in its investment accounts to finance the needs of

the business, so that taxpayer cannot claim these investments are unrelated to its trade or

business.  Neither regulation section applies to taxpayer's situation.  In fact, taxpayer has

apparently ignored Regulation Section 100.3010(d)(4)(E) which is directly on point.

Therefore, I find that taxpayer did not show reasonable cause for its underpayment of tax,

so that the Section 1005 penalty stands.

WHEREFORE, for the reasons stated above, it is my recommendation that the Notice of

Deficiency should be finalized in its entirety.

Date: _________________________________

Linda K. Cliffel
Administrative Law Judge

                                                       
2 Formerly Sections 100.3050(d)(2)(D) and (5)(F).


